Abstract: The conflict-trade paradigm has been dominated by the liberal and realist schools of thought, which try to explain how and why trade affects conflict and cooperation. While the liberal point of view predicts a positive effect of levels of trade on cooperation, realists counter by arguing a negative or negligible effect at best. This paper will apply the basic theoretical arguments of the liberal school of thought and its extensions on the dyadic relationship of Greece and Turkey and will try to draw policy conclusions about the future economic and political relations between these two countries and the prospects of Turkey's becoming a full member of the European Union. In particular, public policy conclusions regarding Greek-Turkish bilateral relations will be drawn related to trade and type of trade, democratization, country size, contiguity, tariffs, foreign aid, and third party effects. 
I. Introduction
Economists are increasingly spending more time studying the relationship between international trade and conflict among nations as the answer to the question of identifying the factors determining whether one country will be in conflict or at peace with another is of utmost importance to all mankind. Despite this importance, modern economists have mostly shied away from the field while their "imperialistic" intellectual tendency to venture into other non-traditional areas has been criticized by other social scientists. Maybe this hesitancy to explain what Herodotus defined as the "father of history" is due to the theoretical difficulty of constructing a model explaining conflict in a discipline where the main characteristics are gains related to voluntary participation in cooperative market transactions. In markets where potential conflict is present (e.g. workers and employers have different incentives with respect to the wage rate, but both want to see the employment "transaction" take place), it is shown that the mutual gains from trade usually dominate and lead to cooperation.
Still conflict manifests itself in numerous relationships other than in international relations (e.g. strikes in the labor market, lawsuits in contractual relations, divorces in marriages, etc), and hence offering an economic explanation for the existence of conflict and its determinants rather than assuming it away will be proven useful in understanding a wider context of cooperation (positive or negative).
This paper focuses on the relationship between international trade and conflict and in particular it applies the basic theoretical arguments and extensions of the liberal approach to conflict and trade on the dyadic relationship between Greece and Turkey in order to draw conclusions on the policy debates dominating the public sphere in the two countries in recent years regarding Greco-Turkish relations and Turkey's accession to the European Union.
II. The Issues 2
A. The Liberals Polachek (1980) , with intellectual debts to the above philosophers and economists, built a formal model to explain how trade causes cooperation and advances peace and represents the so-called liberal school of thought. In Polachek's model a nation's consumption and "hostility" positively affect its utility, that is, nations have a "taste" for hostility. A nation's terms of trade are negatively affected by hostility, as exports price falls and imports price rises in the presence of conflict. Optimal hostility levels towards a trading partner are found as a nation (actor) maximizes its above-specified utility function for a given level of trade (i.e. trade affects conflict).
This liberal model's implications are then relatively simple: the development of trade relations between two countries creates a form of mutual dependence which increases the costs of potential conflict, thereby raising the incentives for choosing lower levels of hostility or more cooperation and peaceful coexistence. Trade between two countries leads to mutual benefits and the breakdown of these transactions due to various forms of conflict increases their cost, translating into welfare reduction due to reduced trade. Hence this model predicts that nations will be less prone to conflict with trade partners.
The post-WWII international trading system was based on encouraging free international movement of goods and capital in order to increase costs of potential conflict and increase probability of peace and prosperity. To that end, international institutions were created, like the IMF, World Bank, GATT and its successor the WTO, to promote an international environment conducive to free trade. This is in contrast to the example of the 1930s: a period characterized by "beggar-thy-neighbor" policies, where each nation took measures to curtail imports and promote exports through tariffs, quotas, export subsidies, and currency devaluation. The 1930s was a period of economic nationalism with low international trade and global depression and the creation of rival regional trade blocs. Trade wars were followed by actual military conflict and devastation.
B. The Realists
This school of thought mainly advocated by political scientists argues that international trade causes, or at best has mixed effects on conflict (Ashley, [1980] , Sayrs, [1989] ). Trade as a zero-sum game is not necessary to prove the assertion of the diminutive effect of trade on cooperation: even if trade is a non-zero-sum game, conflict may result as trading partners fight over how to divide the "trading pie", i.e. in maximizing relative trade gains (Grieco, [1988] , Mastanduno, [1991] , Gowa, [1994] ).
At best, the realists predict that trade has a negligible or mixed effect on conflict. In a recent study, Pantsios and Polachek (2002) offer a possible theoretical explanation for why higher joint conflict costs due to more trade may not necessarily lead to less conflict. This may be due to the possible asymmetry in increasing the costs between the trading partners. As one would expect, a country's probability of settling over a trade dispute increases as its costs relative to the other country rise. However, the asymmetric change (reduction) in the relative cost causes the other country's probability of settling to diminish. Since the probability of a conflict is the product of the two countries' probability of not settling, it is quite plausible for the overall probability of conflict to increase when joint costs rise. The final result of this asymmetry in the change of the relative costs of a conflict may thus explain why higher conflict costs may not necessarily lead to less conflict. This model would tend to reconcile the two schools by providing a more general theory on the relationship between trade and conflict by suggesting that while trade and conflict are negatively related in general, there might exist a region where rising costs with greater trade gains may actually raise conflict and reduce cooperation.
C. Other issues
Numerous empirical studies have appeared providing partial support for the above hypotheses. As more research is needed to shed more light on the important trade/conflict relationship, the literature has identified a number of additional issues that need to be studied more carefully in the future. Such issues include the direction of causality and the presence of "simultaneity bias" leading to the construction of simultaneous equations models, the appropriateness of the units (actors) of observation to account for differences in behavior and goals, the need to use disaggregated data to account for differences across different trading goods with varying strategic importance and elasticities, taking account of peculiarities in dyadic differences rather than assuming a common, universal relationship, and introducing dynamic elements. Greece and Turkey is a well-known dyad with a centuries-long history of hostile relationship. Following Greece's independence from Ottoman rule in the early 1800s, the two countries had been on and off in war until 1923, when the Treaty of Lauzanne established the current Greco-Turkish borders. In the past 50 years, despite both countries being NATO members, they reached the brink of war numerous times, with tensions reaching their highest levels in 1974 when Turkey invaded the Republic of Cyprus following a coup orchestrated by the Greek junta to overthrow the Cypriot President Archbishop Makarios. The Cyprus issue (Cyprus is now a full E.U. memberstate) and the continued Turkish occupation of northern Cyprus remains a thorny problem in bilateral relations. In addition other bilateral points of friction include issues related to the continental shelf, to certain "grey zones", to air space and to territorial waters.
III. The Dyad of Greece and Turkey
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The European Union (25) is the dominant trade partner of both countries. Greece sends 53% of its total exports to the E.U., followed by Bulgaria (5.8%, an E.U. country as of January 1, 2007), Turkey (5.4%), and the U.S. (5.2%). Greece's imports from the E.U. make up 56% of its total imports, followed by the Russian Federation (7.7%), Saudi Arabia (4.1%) and China (3.9%). On the other hand, Turkey exports to the E.U. 55% of its total exports, followed by the U.S. (7.7%), the Russian Federation (2.9) and Iraq (2.9). Turkey's imports from the E.U. amount to 46.6% of its total imports, followed by the Russian Federation (9.3%), the U.S. (4.9%), and China (4.6%). 
Proposition One: "The greater is an actor country's level of trade with a target, the smaller the amount of conflict that the actor will have with the target country." 7
If trade raises cooperation and lowers conflict then a basic policy implication would be to take the required steps and establish mutual trade dependencies aimed at the diminution of hostility.
This mutual dependence between Greece and Turkey is expected to grow as Turkey becomes more integrated with the E.U. with lower tariffs and eventual economic unification leading to higher trade levels. Hence, according to the liberal model's Proposition One , such an economic integration will raise the degree of mutual dependence and also of the possible cost of a conflict, thus creating an environment where peaceful coexistence between Greece and Turkey will not be the result of a "balance of terror", but the natural outcome of economic cooperation and "internalization" of the cost of a conflict due to the creation of an economic unit, as compared to the alternative state of economic isolation.
D. Extensions
In Polachek, Robst and Chang (1999) , the basic trade/conflict paradigm was extended to include third party effects, tariffs, foreign aid, contiguity, and country size; additional extensions look at the effect of a country's democratization (Polachek, 1997) , type of trade (Polachek, [1980] , Polachek and McDonald, [1992] , Reuveny and Kang, [1996, 1998 ]), and Foreign Direct Investment (Polachek, Seiglie and Xiang, 2005) .
In particular, the liberal paradigm finds that (i) democracies are less likely to fight and more likely to cooperate, (ii) trade in agriculture/fishery and energy is more cooperation-inducing compared to trade in minerals and manufactured goods, (iii) higher FDI raises cooperation and reduces conflict, (iv) larger countries have smaller incentives to trade and cooperate, (v) trade with a friend-of-a-friend or with an enemy-of-an-enemy decreases conflict, while trade with a friend-of-an-enemy or with an enemy-of-a-friend increases conflict, (vi) lower tariffs and higher foreign aid reduce conflict by raising trade gains, and (vii) trade among neighbors mitigates the natural proneness of neighbors to have disputes.
Hence, we can extent the liberal model's basic policy implication of the inverse relationship between trade and conflict by the following additional considerations:
(i) Democratization There is evidence that democracies cooperate more than autocracies (Polachek, 1997) and hence the E.U. should continue to pressure Turkey on full democratization of its institutions (e.g. role of the Army, human rights). While there's evidence that the democratization effect is a proxy for trade (in other words, democracies tend to trade more than autocracies and hence engage in less conflict), whether a "democratic" conflict-deterrent effect is direct or indirect, a fully democratic Turkey would be a greater guarantee for peace.
(ii) Type of Trade
In Polachek (1980) , the nature of the traded product was expected to affect the trade/conflict relationship. This is expressed in a second proposition of the trade/conflict paradigm:
Proposition Two: The more inelastic (elastic) an actor country's import and export demand and supply to a target country, the smaller (larger) will be the amount of conflict that the actor will have with the target country. 8
Import demand for energy and agricultural products is expected to be more inelastic than consumer goods and manufactures, predicting a higher dampening effect of trade in such goods on conflict.
The tables below 9 record bilateral trade data by category: Energy and farm products made up approximately half of Greece's exports to Turkey in 2005, while Turkish exports to Greece are more evenly distributed, with the bulk made up of semi-processed and manufactured products. While the importance of energy and farm products in bilateral trade would contribute to lessening conflict, more analytical research is needed in calculating import demand and export supply elasticities of particular commodities.
(iii) Foreign Direct Investment (FDI)
The international movement of capital has acquired an increased importance in the past 10-15 years compared to the trade in goods and services. FDI generates benefits to the parties involved and higher amounts of FDI would raise conflict costs increasing the incentives for cooperation. Polachek, Seigle, and Xiang (2005) find evidence of a negative effect of FDI on conflict and estimate an FDI elasticity of conflict equal to -0.31, making conflict inelastic with respect to FDI.
FDI flows between the two countries had been minimal to non-existent until a few years ago. Recently there have been bold moves towards more Greek FDI in Turkey: Eurobank's buying of the Turkish bank Tekfenbank and the muchdiscussed buying of Finansbank by the National Bank of Greece, the latter constituting an investment of €4.5 billion. At the same time, there are GreekTurkish joint ventures to do business abroad, like AKTOR and ENKA to build a city in Oman, in the amount of €12 billion, and the Aegean Greco-Turkish Bank, capitalized by Greek funds (35%), Turkish funds (35%) and U.S. funds (30%) in the amount of €100 million. Bilateral interdependence will be enhanced by the construction of the natural gas pipeline system to pass through Turkey and Greece. 10 As FDI and joint ventures continue to increase and the two economies become more financially integrated, interdependence will further be enhanced and partied on both sides with mutual interests will pressure their governments to increase cooperation and solve their bilateral problems amicably.
(iv) Country-size effect
In 2005 Greek GDP amounted to $261 billion (current PPP) compared to Turkey's $612 billion (current PPP), with Turkey population reaching 72 million and Greece's 11 million.
Smaller countries have greater incentives to trade (Ethier and Ray, 1979) and hence cooperate as improving terms of trade increase an actor's country welfare more when trading with a larger country than with a smaller country.
Proposition: The cost of conflict for an actor (Greece) with a larger "target" country (Turkey) is greater than the cost of conflict with a smaller country. 11 Corollary: Increased trade gains result in a greater reduction in conflict for a small trading with a larger target than a large actor trading with a small target. 12
The above would imply that Greece would have a greater incentive than Turkey to trade and cooperate. The opposite would apply for Turkey; hence, this relative imbalance in conflict costs due to the country-size differences between Greece and Turkey, could be mitigated with Greece's support of Turkey accessing the E.U.: From Turkey's point of view, the E.U. as a unit would constitute a large target, raising for Turkey the cost of conflict by raising total trade gains. Hence, Greece's relative bargaining position would be improved if Turkey faced the E.U. rather than facing only Greece.
(v) Third-party effects A country will have numerous trading partners and hence the trade/conflict paradigm is affected by third-party relationships. The relationship between alliance conflict and dyadic trade is studied by Feng (1994) . Since Greece is a E.U. member, any bilateral analysis between Greece and Turkey would be incomplete if it were to neglect the role of the E.U. Hence, as Turkey becomes fully integrated with the E.U., conflict with Greece is also expected to decrease. This "friendship effect" adds to the "countrysize" effect, making it even more important that Greece supports Turkey's accession to the E.U.
(vi) Tariffs
The standard analysis in international trade predicts that in general tariffs (import taxes) raise gross prices in the target country imposing the tariff and reduce net prices in the actor country (Vousden, 1990) , thereby lowering trade gains and cooperation.
Proposition: An actor's (Turkey) conflict towards a target (Greece) decreases when the target decreases its import tariff. As an extension, tariff reduction by several countries (E.U) towards an actor (Turkey) will increase the actor's gains from trade more than a tariff reduction by a single country (Greece). 14
As the E.U. is a customs union, Turkey's full access to the E.U. and elimination of all trade barriers will increase the motivations towards cooperation and reduce conflict. Hence, Greece should support Turkey's access and integration into the E.U. as the effect on cooperation would be greater when compared to bilateral trade liberalization.
(vii) Foreign Aid (E.U. transfer payments)
Studies in the past looked in to the effect of foreign aid on bilateral relations (e.g. Orr [1989 /1990 ], Cashel-Cordo and Craig [1997 Full accession to the E.U. would entitle Turkey to receiving bigger amounts of transfer payments from the E.U., and hence the incentives for cooperation with Greece will also increase.
(viii) Contiguity
In classic Disney comic strips, Donald Duck was in near continuous conflict with his neighbor Jones: friction creates tension (Barbieri, [1996] , Diehl, [1985] ). These analyses predict a dampening effect of distance on conflict: the greater the distance the lower the amount of conflict. On the other hand, distance has a dampening effect on trade (Gowa, [1994] ): the greater the distance the lower the amount of trade due to bigger trading costs. There's no contradiction between the above findings and the trade/conflict relationship: Taking contiguity as a given, which gives rise to the aforementioned territorial disputes between Greece and Turkey, higher levels of trade will tend to mitigate the "natural" tendency towards conflict and increase the chances for a "natural" peace between the two neighbors.
IV. CONCLUSIONS
A major issue in current public policy debate in Greece concerns bilateral relations with Turkey and Greece's stance with regards to Turkey's accession to the E.U. This paper attempts to use the basic theoretical conclusions of the liberal trade-conflict model and its extensions in order to derive policy rules for how Greece should approach its bilateral relations with Turkey. Given the qualifications set above, the liberal trade-conflict paradigm and its extensions predict that Greece should pursue a policy of rapprochement with Turkey conducive to increasing their bilateral trade and investment levels, alongside with pressing Turkey to fully democratize its institutions and with supporting Turkey's full accession into the E.U. Such an approach, rather than isolating Turkey, would tend to "internalize" the higher conflict costs for both countries as they participate in an integrated Europe.
